In this paper, we examine whether recognizing higher option-based compensation expense leads to lower quality operating cash flows when options are exercised. FAS 123(R) changes the classification of the tax benefit from employee stock options in the statement of cash flows by splitting it into two parts: one reported in the operating section and the other in the financing section. Moreover, the proportion reported in the operating section increases with the amount of compensation expense previously recognized. We show that the tax benefit differs from other items of operating cash flows because it has no reliable association with future earnings. We also show that the predictive ability of current period earnings components declines when the tax benefit is classified as an operating cash flow. Finally, we find evidence that investors overprice the tax benefit, suggesting investors do not distinguish it from other operating cash flows. Taken together, our results suggest that the revised treatment of the tax benefit under FAS 123(R) gives rise to a curious situation where more conservative reporting at the grant date increases the proportion of future tax benefits that is included in the operating section, thereby lowering the quality of future reported cash flows.
Introduction
In this paper, we examine how the revised accounting for employee stock options affects the properties of reported cash flows. Although most investors are aware of the new option accounting required by FAS 123(R), relatively little attention has been given to the revised accounting for the tax benefit included in this standard. Yet, the tax benefit firms receive from employee stock options has been among the largest contributors to reported cash from operations since the rise in use of options plans. For example, during 2004, the tax benefit from employee stock options comprised over 25 percent of the operating cash flows for firms in our sample.
In addition to requiring expense recognition of employee stock options, FAS 123(R) changes how firms report the tax benefit from employee stock options. The new standard splits the tax benefit into two parts, each reported in different sections of the statement of cash flows.
The amount of the tax benefit that is attributed to the reduction in tax expense from option compensation recognized in prior periods is included in the operating section. The remainder reflects the tax savings from the value realized at exercise that exceeds the option value estimated at the grant date. This component, commonly labeled 'Excess Tax Benefit,' is now reported in the financing section of the statement of cash flows.
One interesting implication of this standard is that the more conservative the accounting for options at the grant date, the larger the expected tax benefit that will be included in future operating cash flows. Firms that use an option pricing model or inputs to the model that yield a higher compensation expense in the year of grant will have a greater proportion of future tax benefits classified in the operating section of the statement of cash flows. In fact, any firm whose accrued compensation expense is greater than or equal to the value ultimately realized at exercise will have the entire amount of the tax benefit included in the operating section. If the tax benefit from exercise of stock options exhibits different characteristics from other operating cash flows, then a firm's 'good' accounting at the grant date could result in poor cash-flow reporting at the exercise date.
In this paper, we examine the properties of the tax benefit from employee stock options relative to other operating cash flows, the effect that option accounting might have on future reported cash flows, and the market's pricing of these amounts. We begin our analysis with several tests of the predictive content of the tax benefit relative to other operating cash flows.
First, we show that the tax benefit possesses relatively weak persistence, weakly relates to prior period cash flows and accruals, but strongly relates to prior period returns. In contrast, other items of operating cash flows display strong persistence, possess a strong relation with prior cash flows and accruals, but weakly relate to prior period returns. Next, we compare the tax benefit to other components of cash from operations in predicting future profitability. Although other operating cash flow items positively relate to future profitability, the tax benefit shows no significant association with future profitability after controlling for current period accruals and other items of operating cash flow. We find that removing the tax benefit from operating cash flows results in a better specified model when predicting future profitability based on current period earnings components. These tests suggest that the information in current period cash flows and accruals is enhanced if the tax benefit is not reported in the operating section of the statement of cash flows.
We also report results based on pro forma earnings and its components under FAS 123.
FAS 123 requires companies to disclose in the notes their net income as if they recognized stock compensation expense. We view our results from this analysis as ex ante evidence of the predictive content of accruals, cash flows, and the tax benefit under the new regime mandated by FAS 123(R). As mentioned earlier, companies will now include only part of the tax benefit in the operating section if the value realized by the employee exceeds the estimated option value at the grant date. Thus, our results reflect the hypothetical case where all firms estimate exactly at the grant date the value that the employees will ultimately realize at exercise.
1 While this is clearly unlikely, from the FASB's perspective this scenario reflects the best possible case regarding the grant-date measurement of option value. Consistent with our earlier results, we find that the tax benefit is not related to future (pro forma) profitability after controlling for other current period operating cash flow items and pro forma accruals (i.e., accruals including stock compensation expense). We find that excluding the tax benefit from operating cash flows enhances the predictive ability of current period operating cash flows and accruals in this setting as well.
Finally, we employ the Mishkin (1983) approach to estimate the market's interpretation of the tax benefit of employee stock options and stock compensation expense. Prior research suggests that the market fails to fully impound the information in current period cash flows for future earnings, viewing cash flows as less persistent than they truly are (e.g., Sloan 1996 , Desai et al. 2003 . However, if investors fail to distinguish the tax benefit from other elements of operating cash flow, investors should overprice the tax benefit from employee stock options.
Our results support this prediction. Interestingly, we also find that the market acts as if it underprices the option compensation expense accrual. This suggests that investors do not fully impound the information in current option compensation expense for future earnings.
Our study informs standard-setters, researchers, and financial statement users. For standard-setters, we document that the tax benefit from employee stock options has distinctly different properties from other components of operating cash flows. We find that removing the tax benefit from the operating section of the statement of cash flows increases the usefulness of operating cash flows and accruals in predicting future earnings. Coupled with our finding that the market appears to misprice the information in the tax benefit, our results suggest that classification of the entire tax benefit in the financing section may be more useful than the treatment mandated by current rules. Therefore, our results reveal an intriguing situation where accurate measurement in one period has adverse financial statement effects in future periods. In particular, the better the measure of option value at the grant date, the greater is the proportion of the tax benefit included in the operating section upon exercise; the greater the tax benefit in the operating section, the worse is the information content of earnings components at the exercise date.
For researchers, our results contribute to the extensive literature on the pricing of accruals and cash flows. In contrast to recent research documenting cash flow underpricing, we document significant overpricing of a component of cash flows from operations. We view this evidence as consistent with the investor fixation hypothesis because it appears that investors fail to recognize that the tax benefit has substantially lower persistence than do other items of operating cash flows. We also provide preliminary evidence that stock compensation accruals are mispriced. This result also contributes to recent research examining the market's pricing of footnote disclosures (e.g., Ge 2006).
In section 2, we discuss background research on employee stock options and the accounting for the tax benefit. In section 3, we describe our sample selection procedures and present descriptive statistics for our sample of firms. We discuss our results in section 4 and report results from additional analysis in section 5. We conclude in section 6.
Background

Classification of the Tax Benefit in the Statement of Cash Flow
When employees exercise stock options granted under nonqualified stock option plans, firms receive cash from two sources. First, firms receive the exercise price from the employee.
This cash inflow is reported in the financing section of the statement of cash flows. Second, firms receive a cash inflow (or the reduction of a cash outflow) from the government because firms receive a deduction for the amount by which the market price exceeds the exercise price at the time of exercise. The proper placement of this tax benefit from employee stock options in the statement of cash flows has been controversial.
Prior to FAS 123(R), the vast majority of companies did not recognize compensation expense from the issuance of stock options in the income statement (Scholes et al. 2000) . To be consistent with the treatment of the option-based compensation expense, the FASB prohibited companies from recognizing this tax benefit in the income statement if the associated compensation expense was not recognized in income. This created a dilemma: the income tax benefit received by the company did not impact tax expense for financial reporting purposes, but the cash impact of the tax savings had to be accounted for in the statement of cash flows.
Initially, companies had no explicit guidance as to where the tax benefit should appear on the statement of cash flows. Most companies classified the tax benefit as an operating cash flow while a few classified it as a financing cash flow. Given the differences that arose across companies in accounting for the same transaction, the Emerging Issues Task Force (EITF) decided to examine the issue. The EITF considered three options: placement in the operating section, placement in the financing section, or allowing firms to make their own determination of the appropriate classification. Proponents of placing the tax benefit in the operating section argued that this treatment was consistent with the treatment of income tax expense.
Additionally, for firms using the direct method, income taxes paid is included as a separate line in the operating section. Because the tax benefit reduces the cash outflow, it was argued that taxes paid in the operating section would be greater than the amount actually paid if the tax benefit was included in the financing section.
Proponents of placing the tax benefit in the financing section noted that stock options are inexorably linked to the issuance of equity. If the grant date value of the options exactly equals the value realized at exercise (market price minus strike price), the deferred tax asset for the previously recognized stock compensation expense will exactly equal the tax benefit from employee stock options. 2 Consequently, in this case, the entire tax benefit appears in the operating section under FAS 123(R). However, if the tax benefit is greater than the deferred tax asset (i.e., if the amount realized at exercise is greater than the value of the options as estimated at the date of grant), the additional tax savings are labeled 'Excess Tax Benefit' and are classified as a financing activity. 3 The dual classification of the tax benefit could reduce the usefulness of future operating cash flows in predicting earnings, especially if (1) the tax benefit has different predictive content for future earnings compared to other operating cash flows, and (2) investors fail to distinguish the tax benefit from other operating cash flows when analyzing financial statement information.
Characteristics of the Tax Benefit from Employee Stock Options
The tax benefit is likely to differ from other operating cash flows in its relation with future earnings because it has characteristics in common with both operating and financing activities, as evidenced by the debate on its appropriate classification. The tax benefit is similar to operating activities to the extent that employee stock options represent compensation expense, which is an operating activity, and tax savings on operating expenses should be classified as operating activities. However, option compensation differs from most other forms of compensation because its amount tends to be out of the firm's control. The most significant determinant of option exercises is recent stock price performance (e.g. Huddart and Lang 1996) .
Although management can indirectly affect stock returns, it is not directly controllable like other cash-based compensation. Thus the tax benefit from employee stock options tends to be clustered in years of recent good stock performance and is likely to exhibit lower persistence in a time series.
Another consideration is that the relation between employee stock option grants, which is the driver of the tax benefit, and future economic performance is difficult to measure. show that the value of option grants positively relates to future operating income, which suggests that, on average, option based compensation is effective in generating future earnings. However, Bartov and Mohanram (2004) show that large option exercises precede significant declines in firm and stock price performance, suggesting that earnings management is partially responsible for the documented association between stock option grants and future firm performance. Thus, an association between the tax benefit and the reversal of earnings management associated with the exercise of options could cause the tax benefit to significantly differ from other operating cash flows in its relation with future profitability.
Finally, the tax benefit also has characteristics that are very similar to other financing activities. In particular, the tax benefit is realized if, and only if, the company issues equity. In that regard, it is conceptually similar to the proceeds the firm receives from employee exercises of options (i.e. the 'strike price'), which are treated as financing cash flows. Also, as mentioned previously, the tax benefit tends to be clustered in years of recent good stock price performance which is more consistent with it being a financing cash flow.
Even if the tax benefit has different predictive content for future earnings compared to other operating cash flows, classification of the tax benefit between the operating and financing sections may not affect user decisions. However, it seems unlikely that investors will fully distinguish the tax benefit from other items of operating cash flows because the new requirements under FAS 123(R) reduce the transparency of the effects of the tax benefit. Before FAS 123(R), the entire tax benefit was reported in the operating section, generally as a separate line item. Thus, the tax benefit from employee stock options could be easily identified and removed, if users so desired. Under the new rules, the tax benefit is no longer listed as an item in the operating section, but rather as a part of the change in the deferred tax asset account.
Although FAS 123(R) requires firms to furnish sufficient information to identify the total amount of the tax benefit from employee stock options, this information can appear in a number of places in the footnotes, reducing the likelihood that users will find the tax benefit and attend to its consequences (Maines and McDaniel 2000) .
In summary, the appropriate classification of the tax benefit is debatable. However, based on the prior discussion, it is clear that several features of this item make it likely that it will exhibit different properties from other operating cash flows. Moreover, the recent changes in reporting reduce the likelihood that investors will identify and attend to the differences between the tax benefit and other operating cash flows. In the following sections, we examine the predictive content of the tax benefit and compare it to other components in the operating section of the statement of cash flows. We also examine the market's interpretation of the tax benefit to assess whether the market distinguishes it from other operating cash flows. If the tax benefit differs from other operating cash flows and investors fail to detect these differences, we expect significant mispricing associated with the tax benefit.
Ironically, this concern is greater with more conservative accounting at the grant date. To the extent the grant date option value equals or exceeds the value ultimately realized by the employee at exercise, the entire tax benefit will appear in the operating section, masked as a change in the deferred tax asset account. Thus, the accounting for the tax benefit from employee stock options represents an intriguing setting where accurate measurement of option value at the time of grant has potentially harmful effects on the usefulness of cash flows and accruals in future periods when the options are exercised. Indeed, the last six years (since EITF 00-15) can be viewed as a special case of cash flow reporting under the new regime, where all firms conservatively identified the value of options in their accounting ex-ante, resulting in the entire amount being classified as an operating cash flow.
Sample
We draw our sample from Capital IQ, a division of Standard & Poor's. Capital IQ provides detailed financial statement data for several data items from footnotes, including the tax benefit from employee stock options and footnote disclosures for stock compensation expense and pro forma net income under FAS 123. The time series of data is limited to the 1997 through 2006 period, which covers the entire time frame during which the tax benefit was a required component of the operating section on the statement of cash flows.
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Our initial sample includes 5,127 firm-year observations that reported tax benefits from employee stock options. For this initial sample, we report descriptive statistics for the tax benefit from employee stock options in Table 1 . The number of observations generally rises over the period, reflecting the increased use of stock option plans in employee compensation arrangements. The number of observations declines in 2006. This occurs primarily because most firms stopped reporting the tax benefit from employee stock options in the operating section with the adoption of FAS 123(R). For options granted prior to FAS 123(R), almost all of the tax benefit will be classified in the financing section because very few companies voluntarily expensed stock compensation under FAS 123. In addition, several companies accelerated the vesting of employee stock options in anticipation of FAS 123(R), so that no expense would be recognized for non-vested options that were granted prior to the implementation of 123(R) (see Venkatachalam et al. 2006) . After firms report under FAS 123(R) for a few years, option exercises will relate to option grants that gave rise to stock compensation expense, and the amount of the tax benefit reported in the operating section will be a function of the amount of accrued compensation expense relative to the realized value at exercise.
Panel A reports the magnitudes of the tax benefit (in millions) on a yearly basis for our sample of firms. The average for our sample is $16.5 million. Over the sample period, the average tax benefit increased substantially during the late 1990s, reaching a peak at the height of the tech bubble of $39.6 million in 2000. The maximum values indicate the economic significance of the tax benefit for some firms. In 2000, the maximum benefit reported was in excess of $5 billion ($5,535 million, by Microsoft).
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The tax benefit as a percent of cash from operations is presented in Panel B. On average, the tax benefit contributes over 10 percent of the total cash from operations for our sample of firms. This 10 percent is not consistent over time, however. The results show two extreme increases in the tax benefit as a percent of operating cash flows. In 2000, the tax benefit contributed over 20 percent to operating cash flows. In 2004, the contribution was even larger, accounting for more than 25 percent of firms' cash flows from operations on average.
Consistent with the discussion in section 2, the total magnitude of the tax benefit reflects the overall market performance over this period. Untabulated results show that a Pearson correlation of lagged S&P500 annual returns and the average tax benefit as a percentage of total cash flows is significantly positive with a correlation coefficient of 0.57.
The economic significance of the tax benefit is also clear in Panel C, where we report the tax benefit as a percent of lagged total assets. On average, the tax benefit amounted to 1.5 percent of lagged total assets. For comparison, average ROAs for firms in the US range from 3 to 6 percent while the average ROA for firms in our sample is approximately 8 percent. Although the tax benefit does not affect the computation of net income, its classification in the operating section on the cash flow statement does affect the computation of accruals and operating cash flows. Thus, the tax benefit accounts for a substantial shift in the contribution of cash flows and accruals to ROA.
To perform our primary analyses, we also require one-period ahead net income and stock returns. 6 This reduces the sample for our main analyses to 3,773 firm-year observations. We report descriptive statistics for our regression variables in Table 2 . The difference between return on assets (ROA) and pro forma return on assets (PF_ROA), which includes option based compensation expense, is 2.5 percent of lagged total assets, suggesting that recognition of stock compensation expense would have resulted in substantial reductions in profitability for our sample firms.
We report correlations in Table 3 . We report Pearson correlations above the diagonal and 
Results
The Persistence of the Tax Benefit from Employee Stock Options
Given the substantial magnitude that the tax benefit can achieve, our first objective is to evaluate the extent to which the tax benefit behaves consistent with other operating cash flows.
We begin by comparing the time-series persistence of the tax benefit from employee stock options to the persistence of other operating cash flows. Specifically, we estimate the following models for the firms in our sample:
where TBESO i,t denotes the tax benefit from employee stock options for firm i in period t, AdjCFO i,t denotes the cash from operations minus the tax benefit from employee stock options for firm i in period t, ACC i,t denotes accruals for firm i in period t, calculated as net income minus cash flows from operations, and RET i,t denotes the contemporaneous annual stock return for firm i in period t. Other than RET, all variables are scaled by total assets at the beginning of the period. If the tax benefit has similar time-series persistence to other items of operating cash flows, α 1 should be similar to β 2 in univariate regressions. In addition, if future realizations of the tax benefit and other operating cash flows relate in similar ways to current operating performance, the coefficients on cash flows and accruals should be similar across the two equations. Finally, because option exercises are more likely to follow stock price increases, the tax benefit should more strongly relate to returns than do other operating cash flows. Based on the discussion in section 2, our regressions are likely to exhibit substantial cross-correlation in the residuals, as economy-wide shocks will be a factor in determining the magnitude of the tax benefit. To account for this, all regression specifications use robust standard errors that are clustered by year (see Wooldridge 2002) . Table 4 provides the results of estimating equations (1) and (2). The first column in Table   4 shows the persistence of the tax benefit in a univariate setting. As expected, we find that the persistence of TBESO is low (coefficient = 0.36, t-value = 3.66). In comparison, the fourth column of Table 4 shows persistence of other operating cash flows in a univariate setting.
Notice that the coefficient in column 4 is substantially higher (coefficient = 0.58, t-value = 15.65). When we include accruals and the other items of operating cash flows, we find that the relation between the tax benefit and prior period earnings components is economically small (AdjCFO = 0.04, t-value = 6.68; ACC = 0.02, t-value = 4.01) but the relation between other operating cash flows and these metrics is much stronger (AdjCFO = 0.65, t-value = 22.30; ACC = 0.16, t-value = 15.54). Finally, the third and sixth columns report results including lagged returns. The tax benefit is significantly related to lagged returns (coefficient = 0.005, t-value = 5.38), while other operating cash flows are not (coefficient = 0.00, t-value = -.012).
These results provide our first evidence that the tax benefit significantly differs from other operating activities. In particular, current period operating metrics are largely irrelevant for predicting future realizations of the tax benefit from employee stock options. In contrast, the tax benefit has a statistically strong relation with past stock price performance.
The Predictive Ability of the Tax Benefit from Employee Stock Options
Next, we examine whether the tax benefit differs from other operating cash flows in its predictive content for future profitability. Compared to other components of current period cash flows, we expect the tax benefit to have a substantially different relation with future performance. In particular, the tax benefit arises from the issuance of equity. Thus, these cash flows are more transitory, as documented in Table 4 , and less directly related to fundamental performance of the firm in the period of exercise. If the properties of the tax benefit significantly differ from those of other operating cash flows, classifying the tax benefit as an operating cash flow could reduce the usefulness of cash flow and accruals in predicting future earnings. We therefore also examine whether the predictive content of earnings components improves if the tax benefit is removed from operating cash flows.
We examine the effects of reporting the tax benefit in the operating section by regressing one-period-ahead ROA on current period earnings components:
where ROA denotes net income for firm i in period t and AdjACC denotes accruals plus the tax benefit of employee stock options for firm i in period t. The first specification provides a benchmark estimation of the relation between current earnings components and future profitability under pre-FAS 123(R) rules. The second specification removes TBESO from CFO to demonstrate the differences in implications for future profitability possessed by the tax benefit and other cash flow items. The third specification adds TBESO to ACC to demonstrate the predictive content of cash flows and accruals if the tax benefit is entirely removed from the operating section of the statement of cash flows.
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We present the results in Table 5 . The first set of results show a significant positive relation between current period earnings components and future profitability. In the second specification, however, we show that TBESO is not significantly associated with future 7 We define accruals as the difference between net income and cash flows from operations. Consequently, taking the tax benefit out of the operating section requires a decrease in operating cash flows and a corresponding increase in accruals. An alternative definition of accruals is the change in working capital accounts on the balance sheet minus non-cash charges such as depreciation and amortization. Using this alternative definition of accruals in model (4) results in almost mechanical changes to the results, with negligible effects on overall model fit.
profitability (TBESO = -0.22, t-value = -1.16). The results also show a large increase in the coefficient on AdjCFO relative to CFO, consistent with significant differences in the implications of TBESO and AdjCFO for future performance. The second specification shows marked improvement in fit, as the adjusted R-square rises from 34.39 percent to 38.79 percent.
The third specification (eqn. 5) examines the hypothetical situation where none of the tax benefit is included in the operating section. Results for the third specification show a decline in the explanatory power relative to the second specification (36.85 percent compared to 38.79 percent), which is expected because econometrically it constrains the coefficient on TBESO to be the same as the coefficient on ACC, necessarily resulting in a loss of fit. However, the third specification still represents an improvement over the first specification (R-square of 36.85 percent compared to 34.39 percent). If removing the tax benefit from the operating section improves the predictive content of earnings components for future earnings, the explanatory power of model (5) should be significantly greater than the explanatory power of model (3). A Vuong (1989) test of non-nested models confirms this prediction (Z = 3.74, p < .0001).
During our sample period, the vast majority of firms do not recognize stock compensation expense. Thus, the results in Table 5 could fail to reflect the relations that will exist under FAS 123(R). This could occur, for example, if controlling for stock compensation expense alters the relation between the tax benefit and future profitability. To address this concern, we also report results using pro forma net income under FAS 123. Capital IQ records the footnote disclosures of pro forma net income required under FAS 123. Using these footnote disclosures, we reconstruct earnings and accruals as if these amounts were recognized in the financial statements. 8 We view our results from this analysis as ex ante evidence of the predictive content of accruals, cash flows, and the tax benefit under the new regime mandated by FAS 123(R). As mentioned earlier, companies will now include only part of the tax benefit in the operating section if the value realized by the employee exceeds the estimated option value at the grant date.
Thus, our results reflect the special case where, at the grant date, all firms either exactly estimate or overestimate the value that the employees will ultimately realize at exercise. Although clearly unrealistic, this scenario reflects the most conservative grant date measurement of option values.
We re-estimate equations (3), (4), and (5) replacing net income with FAS 123 pro forma net income in defining PF_ROA and PF_ACC:
We report the results in Table 6 . The first specification shows that cash flows and pro forma accruals possess modest explanatory power for future profitability (adjusted R-square = 36.39 percent). The increase in adjusted R-square relative to Table 5 likely reflects the persistence of stock compensation expense. The value of stock compensation expense measured at the grant date is amortized over the vesting period, usually in equal installments. Thus, the current period stock compensation accrual is relatively permanent, and this is confirmed by the increase in the coefficient on PF_ACC relative to ACC reported in Table 5 .
The second specification distinguishes the tax benefit from employee stock options from other operating cash flows. The tax benefit is not significantly related to future earnings including option expense, and actually has the opposite sign on the coefficient (TBESO = -0.325, t-value = -1.57). In contrast, other operating cash flows and accruals possess a positive relation with future profitability (AdjCFO = 0.743, t-value = 20.32, PF_ACC = 0.490, t-value = 15.47).
The adjusted R-square improves to 40.95 percent. In the final column, we report results removing the tax benefit from the operating section by adding TBESO to PF_ACC to define proforma adjusted accruals (PF_AdjACC). This model also displays an improvement in explanatory power relative to the benchmark specification, with an adjusted R-square of 38.71 percent. The Vuong (1989) test rejects equation (3') in favor of equation (5'), suggesting that earnings components have greater predictive content for future profitability if the tax benefit is completely removed from the operating section.
Overall, these results confirm that the tax benefit has different properties compared to other operating cash flows. Not only does the tax benefit display lower autocorrelation, but also has a stronger relation with past returns and a weaker relation with future earnings. In the next section, we examine whether investors detect these differences in the properties of the tax benefit and other operating cash flows.
The Pricing of Operating Cash Flows and the Tax Benefit
Thus far, our analysis examined how the classification of the tax benefit affects the usefulness of earnings components. In this section, we evaluate how the tax benefit affects market valuations. In particular, we examine whether users misestimate the persistence of the tax benefit when it is placed in the operating section of the statement of cash flows.
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Underpricing of operating cash flows is a well-known result. Sloan (1996) finds that operating cash flows are underpriced, while Desai et al. (2003) find that the underpricing of operating cash flows subsumes the overpricing of accruals. Sloan (1996) For this analysis, we use the pro forma measures of earnings and accruals based on FAS 123 because we believe that this analysis is most relevant to the new reporting regime under FAS 123(R). By using pro forma income and accruals, we are also able to contribute to recent research on the market's pricing of footnote disclosures. For example, Ge (2006) examines the market's pricing of minimum operating lease obligations, finding that the market underprices this footnote information. We also distinguish the accrual for stock compensation expense from other accrual components to provide preliminary evidence on its persistence and potential mispricing.
Following Sloan (1996) , we use a system of equations that predicts future earnings based on current earnings, decomposed into accruals and cash flows. Additionally, we separate the tax FAS 123(R) where part of the tax benefit is reclassified as financing, however, we are only able to estimate the market's implied persistence relative to a rational expectation of persistence for amounts reported in the operating section.
benefit from employee stock options and FAS 123 option based compensation expense. The coefficients from this forecasting equation represent a rational expectation of the extent to which these components predict future earnings. The second equation (i.e. the pricing equation) uses the market reaction over the following year to infer the pricing of these individual components, and compares these to the rational expectation estimated in the forecasting equation.
We therefore estimate the following system of equations:
where BHSAR denotes the annual buy-and-hold size-adjusted return for firm i starting three months after fiscal year end and STOCK_COMP denotes the FAS 123 pro forma stock compensation expense accrual for firm i in period t, calculated as pro forma accruals minus reported accruals (PF_ACC -ACC).
We report the results in Table 7 . As expected, STOCK_COMP is relatively more persistent (coefficient = 0.587, t-value = 8.54) compared to other accruals (coefficient = 0.455, tvalue = 10.11). As previously mentioned, this likely reflects the amortization of the value of stock option grants equally over the vesting period. As in Table 6 , TBESO is not significantly negatively related to future profitability (coefficient = -0.230, t-value = -1.31). The main difference between the specifications in Tables 6 and 7 is the split of PF_ACC into ACC and
STOCK_COMP.
The results in table 7 show that controlling for stock compensation expense does not affect the explanatory power of TBESO.
Turning to the pricing of current period earnings components, we find rational pricing of AdjCFO (Likelihood Ratio = 0.00, p = 0.957) for our sample of firms. However, we find that TBESO, a component of operating cash flows, is significantly overpriced (Likelihood Ratio = 10.73, p < 0.0011). Moreover, we find that the pricing of the tax benefit is not significantly different than the pricing of other operating cash flows (Likelihood Ratio = 2.18, p = 0.1398, not tabulated). We find a marginal overpricing of accruals (LR = 2.53, p = 0.1116), while STOCK_COMP is significantly underpriced (LR = 25.78, p < 0.0001).
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Overall our results suggest that investors do not recognize the lower persistence of the tax benefit relative to other operating cash flows. This suggests that more conservative option value measurement could lead to a decline in the usefulness of operating cash flows that investors do not detect.
Additional analysis
The Tax Benefit and Future Accruals
Table 4 provides evidence that the tax benefit is positively associated with future cash flows, while Tables 5, 6 , and 7 show no relation between the tax benefit and future earnings.
This appears to be consistent with the results in Bartov and Mohanram (2004) , who find that large exercises precede declines in stock prices, likely due to undetected earnings management in the current period that reverses in future periods. Thus, current period TBESO could correlate with the reversal of accrual distortions in the future. To explore this possibility, we regress future accruals on the current period tax benefit:
where Accruals i,t denotes either ACC or AdjACC for firm i in year t. If the tax benefit correlates with current earnings management attempts that reverse next period, then TBESO will be negatively related to future accruals.
We report the results in Table 8 . Several striking features of the results merit discussion.
First, we find that TBESO negatively relates to future ACC (TBESO = -1.036, t-value = -13.29) and future AdjACC (TBESO = -0.650, t-value = -8.38). Second, TBESO is a statistically stronger determinant of next period ACC than is AdjCFO (t-value = 6.46). For future AdjACC, AdjCFO and TBESO are comparable in terms of statistical significance (AdjCFO t-value = 8.54). Thus, not only is TBESO negatively related to future accruals, its association with future accruals is just as strong as the association between current cash flows and future accruals. This is true even though the tax benefit only weakly relates to current period operating performance, as documented in the univariate correlations in Table 3 . These results are consistent with the evidence in Bartov and Mohanram (2004) , which suggest that large exercises occur when firms engage in income-increasing earnings management that reverse in the following period.
Sensitivity checks
In addition to our main analyses, we conduct various sensitivity checks to ensure the robustness of our results. EITF 00-15 required firms to report the tax benefit in the operating section effective for fiscal periods ending after June 20, 2000. Before this effective date, the vast majority of companies voluntarily reported the tax benefit in the operating section. As a result, we included all firms in our analysis before 2000 even though we are unable to distinguish which firms report the tax benefit in the operating section and which report the tax benefit in the financing section. We acknowledge that this issue introduces measurement error into our earnings component measures. If firms that report the tax benefit in the financing section differ from the average company in how current earnings components relate to future profitability, our results could be biased. However, we know of no reason to believe this is the case. To specifically address this concern, we exclude observations for fiscal periods that end before June 20, 2000, the effective date of EITF 00-15. Our inferences remain unchanged. Frederickson, Hodge, and Pratt (2006) find evidence that financial statement users view FAS 123 disclosures as less reliable than when stock compensation expense is actually recognized on the income statement. It is possible that financial statement users' views of lower reliability for footnote information partially explain our results in Table 7 . We therefore replicate the analysis in Table 7 using the actually reported measures of income and accruals, omitting the stock compensation accrual. Our inferences regarding the overpricing of the tax benefit from employee stock options, the fair pricing of other operating cash flows and accruals, and the equivalent pricing of the tax benefit and other operating cash flows do not change.
In our main analyses, we winsorize all variables at the 1 percent and 99 percent levels. To assess the sensitivity of our results to this treatment of outliers, we also conducted our tests before winsorizing. Our results in Tables 3, 4 , 5, and 8 are unchanged. In Table 7 , only stock compensation expense is mispriced. However, if we remove 65 observations with buy and hold size-adjusted returns greater than 200 percent (Kraft, Leone, and Wasley 2005) , our results indicate mispricing of both the tax benefit and the stock compensation expense.
Conclusion
In this paper, we examine the predictive content and the market pricing of the tax benefit from employee stock options. The tax benefit from employee stock options represents an important cash inflow associated with the exercise of options that has received relatively little attention in the literature. Conceptually, the tax benefit has characteristics in common with both operating and financing activities. The tax benefit is similar to operating cash flows because it arises from a compensation arrangement with employees and has an impact of the firm's tax liability. The tax benefit is similar to financing cash flows because it stems from transactions with owners. This similarity to both operating and financing activities partially explains the inconsistent treatment of the tax benefit on the statement of cash flows: from 2000 to 2006, the tax benefit was generally required to be reported in the operating section; with the adoption of FAS 123(R), the tax benefit is split between the operating and financing sections. The classification of the tax benefit from employee stock options in the operating section could reduce the usefulness of operating cash flows in predicting future earnings, especially if (1) the tax benefit has different predictive content for future earnings compared to other operating cash flows, and (2) investors fail to distinguish the tax benefit from other operating cash flows when analyzing financial statement information. We therefore examine the effects of classifying the tax benefit in the operating section of the statement of cash flows.
First, we show that the empirical properties of the tax benefit differ from other operating cash flows. The tax benefit is relatively transitory and has an economically insignificant relation with past accruals and cash flows. We then document that the predictive content of the tax benefit for future profitability significantly differs from that of other operating cash flows. While operating cash flows generally posses a positive relation with future earnings, we show that the tax benefit is not significantly related to future income. This result holds regardless of whether we use actual net income and its components or use pro forma net income (and its components) from the footnote disclosures required by FAS 123.
We also examine the market's pricing of the tax benefit from employee stock options.
Prior work documents that investors overprice accruals and underprice cash flows, with investor fixation on bottom-line earnings as a popular explanation for this phenomenon. If investors fixate on earnings, then investors will not distinguish the tax benefit from other components of operating cash flows and will consequently overprice the tax benefit. Our results are consistent with this prediction.
Overall, our results suggest that the usefulness of current period earnings components for predicting future earnings declines if the tax benefit is included in the operating section of the statement of cash flows, and that the market fails to distinguish the tax benefit from other operating cash flows. Because recognizing larger option expense increases the proportion of the tax benefit included in the operating section, we document an interesting case where conservative accounting in one period has adverse consequences on both the quality of accounting information as well as investors' use of that information in future periods. This table presents regression results on the time-series persistence of the tax benefit from employee stock options. The sample includes 3,773 firm-year observations from 1998 through 2005 drawn from Capital IQ. All variables other than returns are scaled by beginning of period total assets. ROA denotes net income. CFO denotes cash from operations (including the tax benefit from employee stock options). ACC denotes accruals, calculated as net income minus cash from operations. AdjCFO denotes cash from operations less the tax benefit from employee stock options. TBESO denotes the tax benefit from employee stock options. RET denotes the contemporaneous annual return. We report t-statistics based on robust standard errors corrected for clustering by year (Wooldridge 2002) . All variables are winsorized at the 1 percent and 99 percent levels. 
Models:
Vuong test of non-nested models
Model (3) > Model (1) Z = 3.61, p < .0001 Table 7 . Mishkin analysis of the market's pricing of cash flows, accruals, the tax benefit, and stock compensation for future FAS 123 pro forma earnings Table 8 . The relation between the tax benefit from employee stock options and future earnings components
